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The introduction of euro notes and coins went so smoothly
in early 2002 that the pain and suffering of the previous
decades were almost forgotten. Gone were the headlines
about rifts between euro-zone members, maddening loop-
holes in the law, or accusations of linguistic hegemony. In
1960, the father of the common currency, Pierre Werner,
advocated the introduction of the “euror” that would lead
Europe to monetary and political integration. It took 42 years
and a lot of compromises, including linguistic ones, to 
make the euro happen. 

Europeans are now involved in an equally ambitious
and politically pot-holed process: integrating capital markets
across Europe to make cross-border trading as easy and 
inexpensive as domestic dealing. Investors will benefit from
higher returns, better chances for diversification, and more
competitive capital markets. Companies will have easier
access to capital, and competition among intermediaries will
lead to a greater variety of financial products at better prices. 

However, this project is less likely to end with a bang 
or to carry such a vivid sign of success as the euro. There will
never be a first day of European trading, with a ring of the
bell, and there will be plenty of room for linguistic debates
when the European Commission finishes implementing 
its Financial Services Action Plan in 2005. What some inter-
est groups may term an “integrated market,” others will 
call an over-regulated or unfairly regulated market.

Two forces drive the integration of European capital
markets: On one hand, there is the European Commission,
which aims for greater market efficiency, and, on the other
hand, there are the profit-driven interest groups who seek
new markets and economies of scale. But, as these two sides
take steps forward, members of their own ranks block them.
National governments and national regulatory authorities
fear being sidelined while listed exchanges and niche players
act to protect their business models.

“There’s a lot happening on the regulatory level, and it
may be too much,” says Karel Lannoo, chief executive officer
of the Centre for European Policy Studies in Brussels, Belgium.
“In 1999, regulation was not adapting to markets, but now
it’s the opposite. Regulation is developing too quickly.” 

Some of that regulation includes a European Commis-
sion mandate for listed companies to switch to international
accounting standards (IAS) by 2005. The commission is also
working to create Europe-wide standards for prospectuses
and to require all listed companies to report quarterly. Mean-
while, the market is initiating its own steps toward greater
efficiency: Witness the merger of the French, Dutch, Belgian,
and Portuguese exchanges into Euronext; the acquisition of
Clearstream by Deutsche Bourse; or the May merger agree-
ment of the Swedish and Finnish exchanges, for example.

The commission’s regulatory push can be explained by
its hopes of reducing the cost of raising capital in Europe by
EUR 130 billion over 10 years, raising real GDP by 1.1 per-
cent in the same period, establishing a market that could put
US dominance to the test, and completing the dream of the
Treaty of Rome. The treaty founded the European Union
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with the goal of a free flow of goods and services — including
financial services and investment capital.

THE GROUNDWORK

The introduction of the common currency laid the ground-
work for capital market integration in Europe. Exchanges
in euro-zone countries began trading in euro-denominated
shares in 1999, and big banks and brokerages have long
been offering European sector-based, rather than country-
based, investment products. Between 1996 and 2001, cross-
border equity transactions rose 20 to 25 percent annually. 

“The question of an integrated capital market is not an
‘if’ or a ‘when.’ The question is, How easy and cheap will it
be for an investor, an issuer, or an intermediary to make a
cross-border investment or to raise capital across borders?”
says Gregor Pozniak, deputy secretary general of FESE, the
Federation of European Stock Exchanges, a trade organiza-
tion for regulated markets in Europe. Estimates about the
cost of cross-border trading vary: Some say such trades are
as much as 11 times higher than domestic trades, while oth-
ers claim they are only 30 percent higher for wholesale and
150 percent higher for retail transactions. 

Most players in the process, including some 40-odd
exchanges and as many as 40 regulatory bodies, agree in
principle on what they want: an efficient and cost-effective
capital market. Still, raising capital or investing across bor-
ders is made cumbersome by dozens of rules and regulations
that national regulatory regimes impose, and diverse parties
slow the integration process as they act to protect their 
own interests.

In 2001, the Giovannini Committee pointed out 15 bar-
riers to efficient clearing and settlement across borders, and
European lawmakers are expected to respond to the commit-
tee’s latest proposals in June. 

THE STATUS: INTEGRATED MONEY MARKETS AND 
FRAGMENTED EQUITY MARKETS 

The level of integration for the money and equities markets
differs as starkly as day and night. Money market integration
was also jump-started by the introduction of the euro, but
common monetary policy and a common trading infrastruc-
ture put the money market way out in front of equities. On
the equities side, the commission has been nudging along
the process, and the private sector continues to do its part.
This has resulted in a market that is constantly changing and
seems sloppily pieced together. 

Trading infrastructure for equities in Europe is highly
fragmented, and companies across the continent have begun
to build both horizontal and vertical empires. Deutsche
Boerse chose the silo model, arguing that it can offer
investors more value by owning all the stops in a security’s
life cycle, including trading, clearing, and settlement. 

Proponents of the horizontal model, such as large
banks, see the situation differently. They believe that a level
playing field isn’t possible when custodian banks own regis-
trars. Deutsche Boerse, for example, is the majority owner of
Clearstream, one of the largest European clearing and settle-
ment companies that, in turn, owns Clearstream Banking
Frankfurt, the German Central Securities Depository (CSD). 

Clearstream’s main rival is member-owned, not-for-prof-
it Euroclear, which has brought into its fold the settlement
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infrastructures of Ireland, France, the Netherlands, and the
UK. A deal with Belgium is still in the works, it says.  

Clearing and settlement players appear to be consolidat-
ing more quickly than exchanges, but exchanges are by no
means standing still. After the failure of the Deutsche Boerse
and London Stock Exchange merger, some exchanges have
been able to put their differences aside in order to cut costs
and gain economies of scale. When the Swedish and Finnish
stock exchanges agreed to merge in May, they immediately
invited other Nordic and Baltic marketplaces to join them.
And the Italian exchange is considered a likely merger candi-
date after its own listing. 

As players scramble to take their places, many market
observers believe the best way to move toward an integrated
equities market is for the commission to mandate a single
pan-European clearing and settlement structure similar to
the Depository Trust and Clearing Corporation (DTCC) in
the United States. Those who propose this measure believe 
it is in the interest of market efficiency and that it would
reduce clearing and settlement costs. Under the current
structure, a host of intermediaries drive the costs for cross-
border clearing and settlement higher. 

Those who support a pan-European structure believe
exchanges can run effectively as private companies, but
clearing and settlement should be treated as a public utility.
Those against it, particularly Euroclear and Clearstream, say
the market should be left to its own devices to consolidate.

Denis Peters, a spokesman for Euroclear, said, “We hope
the commission sees its role as moving forward to harmo-
nize the legal, regulatory, and tax environments to enable the
market to move in sync with efforts to streamline the frag-
mented clearing and settlement market.”

THE DIRECTION

Besides wholesale market integration — and the lower costs,
more liquidity, and economic growth expected from it —
one of the long-term goals of European market integration 
is to allow for a retail market in financial services. This retail
market would offer European citizens and small businesses
equal access to pension schemes, insurance plans, and con-
sumer credit in all member countries. When the Financial
Services Action Plan is fully implemented in 2005, the regu-
latory framework will be in place to support such cross-bor-
der products. 

But, some observers believe consumers will continue
with their strong home-market orientation because of linguis-
tic, cultural, and local-presence factors. 

Philipp Haerle, a partner in the corporate finance prac-
tice of McKinsey in Munich, Germany, said, “The whole con-
cept of financial integration on the European level is based
on the idea that as soon as you remove all barriers, there will
be a single market. That’s wrong. Barriers such as language,
custom, and history have nothing to do with regulation.”
Down the road, international retail products will gain impor-

tance as governments move away from state-funded pen-
sions, and private savings migrate to capital markets. 

Also down the road, but clearly in sight, is the planned
ascension of 10 new eastern European members into the
union in 2004. The expansion brings both opportunity and
pitfalls for financial markets.  

On the downside, some observers worry that blanket
European Union financial market regulation will mean over-
regulation for underdeveloped markets in eastern Europe, or
that it will impose a structural advantage for the union’s 15
current members. The development and regulation of finan-
cial markets in eastern Europe varies since the privatization
method pursued by each country influenced development
and regulation. In general, however, eastern European mar-
kets still lag behind western European standards because of
low market capitalizations and unfinished regulatory and
legal harmonization. Another worry is focused on the fear
that expansion means more debate and more delays in push-
ing through critical financial market reform. 

On the upside, the ascension countries will become
more attractive places to invest once they have joined the
union because EU financial market regulation will offer
investors the western European standard of protection and
procedural familiarity. Eastern Europe, with its lower-wage
workers and entrepreneurial instincts, may catch up to west-
ern European standards faster than many expect. 

OFFICIAL STOPS, DETOURS, AND MISHAPS 

The commission has a thankless job in its task of integrating
capital markets. Creating and implementing the euro was 
an enormous political feat, but it required consultations with
far fewer profit-oriented interested parties than the job of
integrating markets. 

VALUE OF EQUITY TRADING 2002
MAIN AND PARALLEL MARKETS
Euro Millions (single counted)

Euronext €2,083,842.80

Deutsche Börse €1,279,857.10

London Stock Exchange €4,227,753.00

Other Exchanges €2,696,532.40

Source: Federation of European Securities Exchange
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One of the biggest blows to the process was the rejec-
tion of the EU directive on takeover bids in July 2001. And
parties are now bickering about the degree to which inter-
nalization of orders by intermediaries should be regulated.
For many market participants, enforcement of existing and
future regulation should be the commission’s highest priority
— since it can eliminate regulatory arbitrage. 

In a speech in October, Commissioner Frits Bolkestein,
member of the European Commission in charge of the
Internal Market and Taxation, said he believes the commis-
sion has proven its commitment to adequate consultation 
to make sure that legislation and standards actually address
everyday problems in the markets. 

Bolkestein also reiterated the commission’s support 
for transatlantic market integration by offering European 
and American investors remote access to each other’s trading

systems. A proposal to integrate the transatlantic market
through mutual recognition was outlined in a recent report
from Benn Steil of the Council on Foreign Relations (see
sidebar). 

Jim Allen, CFA, with AIMR Professional Standards and
Advocacy, sees the current stage in European market integra-
tion as an opportunity. 

“The key is setting the right regulatory standard — the
one that makes the European market most efficient. We’re
not saying that it must follow the US, UK, or any other
example; what we’re saying is that this is an opportunity to
implement truly global best practices.” 

Rhea Wessel is a freelance journalist based in Frankfurt,
Germany. Her stories have appeared in Barron’s, the Wall
Street Journal and the Christian Science Monitor.

Benn Steil, the capital markets guru at the

Council on Foreign Relations, advocates

transatlantic market integration based

on mutual recognition of exchanges. 

In a paper that the council and the

International Securities Market Associa-

tion (ISMA) published late last year, he

argues that allowing securities exchanges

on both sides of the Atlantic to provide

direct electronic access for brokers and

institutional investors would reduce trad-

ing costs, cause investment returns to

rise, drive down the costs of capital, and

spur US and European economic growth. 

Steil believes that the benefits of

US-EU market integration outweigh the

benefits of integrating European markets

because trading costs could be reduced

by about 60 percent on both sides of the

Atlantic by combining less costly US

institutional brokerages with more effi-

cient EU electronic trading systems. And

he calculates that a 60 percent decline in

trading costs could lead to a 50 percent

rise in US and European trading volumes. 

In the past few months, Steil has

warned several times that the disagree-

ment between the United States and

some European countries on the Iraq war

is putting these potential gains at risk.

Steil told CFA Magazine in May that the

SEC appears to be meddling in foreign

policy. And, in a recent editorial in 

eFinancialNews, Steil voiced his opinion

loud and clear:

“Although Harvey Pitt, the former

chairman of the SEC, had suggested pub-

licly that US market access for European

exchanges could be accommodated on

the basis of reciprocity, the new notion

that reciprocity should be based not on

European access for US exchanges but

on European backing for US foreign poli-

cy represents an outlandish arrogation of

power, which his successor William Don-

aldson would be wise to disclaim quickly.” 

Steil’s proposal envisions the SEC

regulating US exchanges operating in the

EU, and European authorities regulating

EU exchanges operating in the US, with

direct electronic access being limited pri-

marily to institutional investors. 

EU capital market integration and

transatlantic integration are not mutually

exclusive, and the two processes can

move forward hand in hand, Steil said. 

Gregor Pozniak, the deputy secre-

tary general of the Federation of Euro-

pean Stock Exchanges (FESE), a trade

organization for regulated markets in

Europe, shares this view, but adds that a

simpler structure on the European side

would speed the process. 

“We are aware that the more compli-

cated the European puzzle is, the harder

it is to discuss transatlantic issues. The

sooner we integrate over here, the likeli-

hood rises that someone at the SEC

looks at the issue. I understand that they

don’t want to deal with 18 exchanges,”

said Pozniak.

THE NEXT STEP?
A case for transatlantic market integration
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